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A BST R A C T 

 
We analyze the diversification choices of fund of funds (FoF). Diversification is 
not a free lunch  not available for every FoF. Instead we find a positive log-
linear relation between the number of constituent funds in a fund of hedge fund (

) and the respective assets under management, ( ). More precisely it 
takes the form:  This relation is consistent with the predictions from 
a model of naïve diversification with frictional diversification costs such as due 
diligence costs. Finally, we demonstrate that individual FoFs diversifying more 
in line with our model  deliver superior performance and fail less 
likely. 
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4. Empirical Tests 

4.1. Baseline Fixed-Effects Panel Regressions 
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4.2. Alternative Models and Robustness Tests 
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Table 2 
Pooled OLS with Control Variables 
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5. Diversification and Performance 
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5.1.  Nonparametric Regression and Diversification 
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Figure 6  

Diversification and Performance 
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5.2. Portfolio Sorts and Diversification 





Table 3  
Portfolio Sorts and Diversification 
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5.3.  Multivariate Analysis and Diversification 





5.4. Diversification and Operational Risk 



6.  Conclusion 

 



Table 4  
Multivariate Analysis and Diversification 
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Table 5 
Non-optimal diversification and FoF failure 
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Table 6  
Operational risk and non-optimal diversification 
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C. Style Concentration and Operational Risk Measures 
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Table A1  
Cross-Sectional Descriptive Statistics 

 
 

 
 



 
Table A2

Time-Series Descriptive Statistics 
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